An Introduction to Case Reports: The Fundamentals of Accounting by Kemp, William C
   
 
AN INTRODUCTION TO CASE REPORTS: THE FUNDAMENTALS OF ACCOUNTING 
 
 
 
by 
William Carter Kemp 
 
 
 
A thesis submitted to the faculty of The University of Mississippi in partial fulfillment of the 
requirements of the Sally McDonnell Barksdale Honors College. 
 
 
 
Oxford 
May 2018 
 
 
 
Approved by 
 
 
________________________________ 
             Advisor: Dr. Victoria Dickinson 
 
 
 
________________________________ 
Reader: Dean Mark Wilder  
 ii  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
© 2018 
William Carter Kemp 
ALL RIGHTS RESERVED 
 ABSTRACT 
This document is a culmination of twelve case reports completed over the 2016-2017 school year 
under the direction of Dr. Victoria Dickinson. The cases were assigned in relation to the current 
topics covered in ACCY 303 and ACCY 304 and were prepared under GAAP and other generally 
accounting standards. Several cases were a set published by Cambridge Business Publishers, LLC 
and can be found online. Other cases were provided by Dr. Dickinson. Each case was a series of 
questions that related to a separate accounting topic, and information in each is not dependent on 
previous cases. Journal entries, ratios, financial statements, and examples are presented. Any 
analysis found in this series of case reports is my own opinion and should be regarded as such.  
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Case 1: Glenwood Heating, Inc. and Eads Heater, Inc.
2 
 
Executive Summary 
The report for this case lists financial statements and journal entries for Glenwood 
Heating, Inc. and Eads Heater, Inc. I have calculated profitability ratios supporting my argument. 
These ratios are located in the Appendix at the end of this case. The journal entries for each 
company are listed separate and are also in the Appendix.  
Analysis 
The report shows financial information for two similar companies: Glenwood Heating, Inc. 
and Eads Heater, Inc. Both companies have similar transactions, thus leading to similar financial 
documents. External users with a fair understandability of financial statements will choose to invest 
in Glenwood Heating, Inc. Glenwood has a higher profit margin and a higher return on assets. 
These ratios show that Glenwood is the more profitable company. Eads Heater, Inc. has a lower 
current ratio; Glenwood has a higher liquidity, which allows debt to be absolved more quickly. 
As sales are constant for both companies, it is possible for Eads to increase net income by 
decreasing expenses. A decrease in expenses would lead to a higher profit margin and return on 
assets.  
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Glenwood Heating, Inc. and Eads Heater, Inc. 
Chart of Accounts 
   
 
 
  
Asset Accounts 
 Cash  
 Accounts Receivable 
 Allowance for Bad Debts 
 Inventory  
 Equipment 
 Accumulated Depreciation-Equipment 
 Building  
 Accumulated Depreciation-Building 
 Land  
 Leased Equipment 
 
Accumulated Depreciation-Leased 
Equipment 
   
Liability Accounts 
 Accounts Payable 
 Interest Payable 
 Note Payable 
 Lease Payable 
   
Equity Accounts 
 Common Stock 
 Retained Earnings 
 Dividends  
 Sales  
 Cost of Goods Sold 
 Bad Debt Expense 
 Depreciation Expense 
 Interest Expense 
 Other Operating Expense 
 Rent Expense 
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Glenwood Heating, Inc.  
Trial Balance 
December 31, 2016 
  
   
 Dr. Cr. 
Cash  $           426   
Accounts Receivable           99,400   
Allowance for Bad Debts                  994  
Inventory           62,800   
Land           70,000   
Building         350,000   
Accumulated Depreciation- Building              10,000  
Equipment           80,000   
Accumulated Depreciation- Equipment               9,000  
Accounts Payable              26,440  
Interest Payable               6,650  
Note Payable            380,000  
Common Stock            160,000  
Dividends           23,200   
Sales            398,500  
Cost of Goods Sold         177,000   
Other Operating Expense           34,200   
Bad Debt Expense               994   
Depreciation Expense-Building           10,000   
Depreciation Expense-Equipment             9,000   
Rent Expense           16,000   
Interest Expense           27,650   
Provision for Income Tax           30,914   
Totals:  $ 991,584.00            991,584  
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 Glenwood Heating, Inc. 
Income Statement 
For Year Ended December 31, 2016 
Net Sales   $        338,500  
Cost of Goods Sold           (177,000) 
Gross Profit on Sales             221,500  
Administrative Expenses   
   Bad Debt Expense                994   
   Depreciation Expense- Equipment            9,000   
   Depreciation Expense-Building          10,000   
   Rent Expense          16,000   
   Other Operating Expense          34,200             (70,194) 
Income From Operations             151,306  
   Interest Expense             (27,650) 
   
Income Before Tax             123,656  
   Income Tax Expense             (30,914) 
Net Income    $          92,742  
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Glenwood Heating, Inc. 
Statement of Changes in Stockholder’s Equity 
For Year Ended December 31, 2016 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 Total Retained Earnings Common Stock 
Beginning Balance  $        160,000                                   -                   160,000  
   Net Income              92,742                          69,542                             -    
Ending Balance  $        252,742                          69,542                 160,000  
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Glenwood Heating, Inc. 
Classified Balance Sheet 
For Year Ended December 31, 2016 
 
Current Assets   
   Cash            $ 426   
   Accounts Receivable         99,400   
     Less: Allowance for Doubtful Accounts            (994)  
   Inventory         62,800    
Total Current Assets          161,632  
   
Property, Plant and Equipment   
   Land         70,000   
   Building       350,000   
      Less: Accumulated Depreciation-Building       (10,000)  
   Equipment         80,000   
      Less: Accumulated Depreciation-Equipment         (9,000)   
Total Property, Plant, and Equipment          481,000  
Total Assets          642,632  
   
Current Liabilities         26,440   
   Accounts Payable           6,650    
   Interest Payable            33,090  
Total Current Liabilities   
Long-term Liabilities   
   Note Payable          380,000  
Total Liabilities          413,090  
Stockholder's Equity   
   Common Stock       160,000   
   Retained Earnings         69,542    
Total Stockholder's Equity          229,542  
Total Liabilities and Stockholder's Equity   $     642,632  
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Glenwood Heating, Inc. 
Statement of Cash Flows 
January-December 31, 2016 
 
Cash Flows From Operating Activities   
 Net Income  $             -             92,742  
  Bad Debt Expense              994   
  Depreciation Expense          19,000   
  Inventory         (62,800)  
  Accounts Receivable         (99,400)  
  Accounts Payable          26,440   
  Interest Payable            6,650   
 Net Cash Provided by Operating Activities        (109,116) 
Cash Flows from Investing Activities   
  Land         (70,000)  
  Equipment         (80,000)  
  Building       (350,000)   
 Net Cash Provided by Investing Activities        (500,000) 
Cash Flows from Financing Activities   
  Issuance of Note Payable        380,000   
  Issuance of Common Stock        160,000   
  Payment of Cash Dividends         (23,200)   
 Net Cash Provided by Financing Activities         516,800  
     
 Net Increase in Cash   $           426  
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Eads Heater, Inc. 
Trial Balance 
January 31, 2016 
  
 Dr. Cr. 
Cash $47,340   
Accounts Receivable 99,400  
Inventory 239,800  
Land 70,000  
Building 350,000  
Equipment 80,000  
Accounts Payable  26,440 
Note Payable  380,000 
Interest Payable  6,650 
Common Stock  160,000 
Dividends 23,200  
Sales  398,500 
Interest Expense 27,650  
Other Operating Expense 34,200 
 
Totals: $971,590  $971,590  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
10 
 
Eads Heater, Inc. 
Trial Balance 
December 31, 2016 
 
 Dr. Cr. 
Cash        $   7,835   
Accounts Receivable         99,400   
Allowance for Bad Debts            4,970  
Inventory         51,000   
Land         70,000   
Building       350,000   
Accumulated Depreciation-Building             10,000  
Equipment         80,000   
Accumulated Depreciation-Equipment             20,000  
Leased Equipment         92,000   
Accumulated Depreciation-Leased Equipment             11,500  
Accounts Payable          26,440  
Note Payable        380,000  
Interest Payable            6,650  
Lease Payable          83,360  
Common Stock        160,000  
Dividends         23,200   
Sales        398,500  
Cost of Goods Sold          188,800  
 
Other Operating Expense            34,200  
 
Bad Debt Expense              4,970   
Depreciation Expense-Building            10,000  
 
Depreciation Expense-Equipment            20,000  
 
Depreciation Expense-Leased Equipment            11,500  
 
Interest Expense         35,010   
Provision for Income Tax         23,505   
Totals: $1,101,420  1,101,420  
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Eads Heater, Inc 
Income Statement 
For Year Ended December 31, 2016 
 
Net Sales  $398,500  
Cost of Goods Sold                         (188,800) 
Gross Profit on Sales  209,700 
Administrative Expenses   
   Bad Debt Expense 4,970  
   Depreciation Expense- Equipment 20,000  
   Depreciation Expense-Building 10,000  
   Depreciation Expense-Leased Equipment 11,500  
   Other Operating Expense 34,200 (80,670) 
Income from Operations  129,030 
   Interest Expense  (35,010) 
   
Income Before Tax  94,020 
   Income Tax Expense  (23,505) 
Net Income   $70,515  
 
 
 
Eads Heater, Inc. 
Statement of Changes in Stockholder’s Equity 
For Year Ended December 31, 2016 
 
 Total Retained Earnings Common Stock 
Beginning Balance $160,000                                        160,000 
   Net Income 70,515 47,315                            -    
Ending Balance $230,515  47,315 160,000 
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Eads Heater, Inc. 
Balance Sheet 
For Year Ended December 31, 2016 
 
Current Assets   
   Cash  $       7,835   
   Accounts Receivable         99,400   
     Less: Allowance for Doubtful Accounts         (4,970)  
   Inventory         51,000    
Total Current Assets          153,265  
   
Property, Plant and Equipment   
   Land         70,000   
   Building       350,000   
      Less: Accumulated Depreciation-Building       (10,000)  
   Equipment         80,000   
      Less: Accumulated Depreciation-Equipment       (20,000)  
   Leased Equipment         92,000   
      Less: Accumulated Depr.-Leased Equipment       (11,500)  
Total Property, Plant, and Equipment          550,500  
Total Assets          703,765  
   
Current Liabilities         26,440   
   Accounts Payable           6,650    
   Interest Payable            33,090  
Total Current Liabilities   
Long-term Liabilities   
   Lease Payable            83,360  
   Note Payable          380,000  
Total Liabilities          496,450  
Stockholder's Equity   
   Common Stock       160,000   
   Retained Earnings         47,315    
Total Stockholder's Equity          207,315  
Total Liabilities and Stockholder's Equity   $     703,765  
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Eads Heater, Inc. 
Statement of Cash Flows 
January-December 31, 2016 
Cash Flows From Operating Activities   
 Net Income  $                 70,515 
  Bad Debt Expense 4,970  
  Depreciation Expense 41,500  
  Inventory (51,000)  
  Accounts Receivable (99,400)  
  Accounts Payable 26,440  
  Interest Payable 6,650  
 Net Cash Provided by Operating Activities  (70,840) 
Cash Flows from Investing Activities   
  Land (70,000)  
  Equipment (80,000)  
  Building (350,000)   
 Net Cash Provided by Investing Activities  (500,000) 
Cash Flows from Financing Activities   
  Issuance of Note Payable 380,000  
  Issuance of Common Stock 160,000  
  Payment of Cash Dividends (23,200) 
 
  Principal Payment (8,640)   
 Net Cash Provided by Financing Activities  508,160 
     
 Net Increase in Cash   $     7,835  
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Ratio Analysis 
 
 
 Glenwood Heating, Inc.  Eads Heater, Inc.  
Profit Margin 92,742/398,500   70,515/398,500  
 23%  18% 
    
Return on Assets 92,742/642,632  70,513/703,765 
 14%  10% 
    
Current Ratio 161,632/33,090  153,265/33,090 
 4.88  4.63 
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Glenwood Heating, Inc.  
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Eads Heater, Inc. 
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Case 2: Totz Children’s Clothes 
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Executive Summary 
This report seeks to describe the appropriate income statement presentation for Net Sales, 
Gross Profit, Gain on Sale, and Class Action Settlement. Totz manufactures and sells high quality 
children’s clothing while Doodlez is an in-store art studio that offers painting, pottery, and drawing 
classes. Information below provide the appropriate supporting authoritative guidance. The 
supporting authoritative guidance is taken from the FASB Codification.  
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A. Under ASC-225-5-03, net sales and service revenue from Totz and Doodlez can be 
reported together for the year of 2015 as income is not more than 10 percent of the sum of 
the items. Sales will be recorded on the face of the income statement filed for the persons 
to whom the article pertains. The rule states: 
“ a) The purpose of this rule is to indicate the various line items which, if applicable, and 
except as otherwise permitted by the Commission, should appear on the face of the income 
statements filed for the persons to whom this article pertains (see § 210.4–01(a)). 
(b) If income is derived from more than one of the sub-captions described under § 210.5–
03.1, each class, which is not more than 10 percent of the sum of the items may be 
combined with another class. If these items are combined, related costs and expenses as 
described under § 210.5–03.2 shall be combined in the same manner.” This rule says that 
revenues from service should be stated separately. Since service revenue attributable to 
Doodlez was greater than 10 percent of total revenues, sales for products and services 
should be presented on separate line items on the face of the income statement for all 
periods presented.  
B. Totz is operating Doodlez as a subsidiary company. In specific situations, the parent 
company is required to revise its financial statements to include certain expenses incurred 
by the parent on its behalf. In this scenario, if Totz reported gross profit excluding 
depreciation, it would be violating ASC 225-10-S99-8 about not reporting a subtotal that 
excludes depreciation. As such, Totz should not report a gross profit subtotal because the 
excluded depreciation is attributable to cost of sales.  
C. Totz will not record the gain from the sale of the building as an extraordinary event. Totz 
should record the gain under income from continuing operations. It should not be reported 
on the face of the income statement net of taxes. This is found in ASU-225-20-45-16, which 
states “A material event or transaction that an entity considers to be of an unusual nature 
 21 
or of a type that indicates infrequency of occurrence or both is unusual in nature or occurs 
infrequently but not both, and therefore does not meet both criteria for classification as an 
extraordinary item, shall be reported as a separate component of income from continuing 
operations. The nature and financial effects of each event or transaction shall be disclosed 
on the face of the income statement presented as a separate component of income from 
continuing operations or, alternatively, disclosed in notes to financial statements. Gains or 
losses of a similar nature that are not individually material shall be aggregated. Such items 
shall not be reported on the face of the income statement net of income taxes or in any 
other manner that may imply that they are extraordinary items. Similarly, the EPS effects 
of those items shall not be presented on the face of the income statement.”   
D. Totz would recognize the gain from the settlement under the profit section of operating 
income. An example of such a transaction is shown in ASC-280-10-55-49. The costs 
associated with the natural fiber materials provided by the supplier are part of Totz’ central 
operations; therefore, the gain recognized in connection with the class action settlement 
should be presented with operating income. Any material item should be stated separately. 
ASC 05-10-S99-1 indicates that the SEC believes the guidance in Reg S-X, Rule 5-03(b)(6) 
applies to both gains and losses.  
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Case 3: Rocky Mountain Chocolate Factory, Inc. 
 
 
 
 
 
 
 
 
 
 23 
Executive Summary 
The purpose of this case was to understand how economic events are recorded in 
the financial statements. Cash and accrual-basis accounting are shown in this case. The 
case listed many scenarios that required journal entries to be recorded. From the journal 
entries, basic financial statements are prepared.  
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Rocky Mountain Chocolate Factory, Inc. 
Income Statement 
For Year Ended February 28, 2010 
Revenues  
   Sales $22,944,017  
   Franchise and Royalty Fees 5,492,531 
   Total Revenues  28,436,548  
  
Costs and Expenses  
   Cost of Sales 14,910,622 
   Franchise Cost 1,499,477 
   Sales & Marketing 1,505,431 
   General and Administrative  2,422,147 
   Retail Operating  1,756,956 
   Depreciation and Amortization  698,580 
   Total Costs and Expenses 22,793,213 
  
Operating Income  5,643,335  
Other Income  
   Interest Income (27,210) 
  
Income Before Income Taxes 5,616,125  
Income Tax Expense 2,090,468 
Net Income  $3,525,657  
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Rocky Mountain Chocolate Factory, Inc. 
Balance Sheet 
As of February 28, 2010 
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Rocky Mountain Chocolate, Inc. 
Unadjusted Trial Balance 
 
 Dr. Cr. 
Account:   
Cash and Cash Equivalents  $   3,743,092   
Accounts Receivable 4,427,526  
Notes Receivables, Current 91,059  
Inventories  3,498,283  
Deferred Income Tax 461,249  
Other 220,163  
Property and Equipment, net 5,885,289  
Notes Receivable,  
less current portion 263,650  
Goodwill, net 1,046,944  
Intangible assets, net 110,025  
Other 88,050  
Accounts Payable  877,832 
Accrued Salaries and Wages  0 
Other Accrued Expenses  946,528 
Dividend Payable  602,694 
Deferred Income  220,938 
Deferred Income Tax  894,429 
Common Stock  180,808 
Additional Paid-In Capital  7,626,602 
Retained Earnings  3,343,850 
Sales  22,944,017 
Franchise and Royalty Fees  5,492,531 
Cost of Sales 14,693,786  
Franchise Costs 1,499,477  
Sales and Marketing 1,505,431  
General and Administrative 1,782,947  
Retail Operating 1,750,000  
Depreciation and Amortization 0  
Interest Income  27,210 
Income Tax Expense  2,090,468  
Totals   $ 43,157,439   $      43,157,439  
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Listed are the Cash Flow classifications that relate to each journal entry made on page 26.  
 
 
 
 
 
 
 
 
 
 
 
 
 
Transaction: Cash Flow Section: 
1. Operating 
2. Operating 
3. Operating 
4. Operating 
5. Operating 
6. Operating 
7. Operating 
8. Operating 
9. Investing 
10. Financing 
11. Operating, Investing, Financing  
12. Operating 
13. Operating 
14. Operating 
15. None 
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Case 4: Internal Control Procedures 
 30 
Executive Summary  
The purpose of this case was to identify possible fraud schemes that be occurring at a 
small craft shop. This case was completed in a group to stimulate ideas. We developed a list of 
internal controls to be implemented that would aid in preventing or detecting potential fraud in 
the future. 
 31 
 
List of Fraud Schemes Internal Control and Why? 
Lucy is the only store manager employed, 
which allows for an opportunity to falsify 
documents and transactions should 
rationalization and pressure coincide with 
the opportunity. 
Separation of Duties -- By adding an 
additional store manager, either a co-manager 
or assistant manager, responsibilities such as 
recording daily sales and preparing bank 
deposits would be separate.  As a result, each 
manager’s role will be coherent with the other 
and separate, allowing more room for 
transparency. 
An employee could create fake advertising 
receipts and pay themselves. 
Approval Authority -- Kayla or another 
manager needs to approve certain transactions 
for the other employees. 
An employee could return a product that 
should be unreturnable (i.e. a product that 
has already been opened, used, etc.), and 
they could use the product for themselves. 
Approval Authority -- Kayla or another 
manager needs to approve special types of 
transactions in order to better keep track of 
sales returns, etc.  
If the single credit card machine is altered, 
it would be easy for an employee to cover 
up the transaction, especially since both 
cash registers link to the one credit card 
machine.  
Documentation -- Add a second credit card 
machine to better keep track of credit payments 
made on both registers.  
The store’s hard copy of the receipts go 
missing or are altered without Kayla’s 
knowledge.  
Documentation -- The registers send an 
electronic copy to Kayla and the other managers 
in case something happens to the physical 
copies of receipts. 
Since Lucy has access to the accounting 
system that allows her to record sales data 
and prepare bank deposits, she could 
easily misstate these documents.  For 
example, she could understate the cash. 
Separation of Duties -- Give someone else 
access to the sales data and bank deposit 
information.  By giving another person these 
duties, you are making it harder for Lucy to 
commit a crime without the other employees 
noticing.  
Any of the employees could have the 
ability to take cash from the customers by 
skimming them of cash at the point of 
sales but not reporting the transaction.  
Documentation -- Using inventory receipts 
would allow Kayla to see what items were sold 
and what amounts of cash or credit sales should 
be recorded in the system. 
Any of the employees could have the 
ability to take cash from the customers by 
skimming them of cash at the point of 
sales but not reporting the transaction.  
 
Physical Audits -- Audits of inventory allows 
there to be an account of all items sold; 
therefore, if there is missing inventory, there 
should be a sale to match it.  
 32 
In any possible fraud scheme without a 
surveillance camera system, it could be 
impossible to prove fraudulent activity 
took place if there is no proof. 
Monitoring of Controls -- Kayla should set up 
surveillance cameras throughout the store, and 
she should be the only person that has access to 
the surveillance system and information. 
Kayla’s office was not locked and 
therefore, all the employees had access to 
her office and the records stored there. 
Access Controls -- Kayla needs to lock her 
office or have the locks changed if she locks 
them frequently to ensure other employees are 
unable to tamper with company financial 
records, information, etc. 
Learn of problems before they are 
irreparable.  
Reporting System -- Set up a web-based 
reporting system so employees can 
confidentially report problems about the store 
management, sales transactions, inventory 
counts, other employee actions, etc., if 
necessary.  
Charge the credit card higher and take the 
cash difference. 
Documentation -- Match credit sales with 
credit receipts. Ensure that money is accounted 
for.  
Employees could create fake receipts and 
pocket some of the store’s money. 
Separation of Duties -- Kayla should have a 
third party pay the bills. 
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Case 5: Inventory Impairment 
  
 34 
Executive Summary 
This case introduces inventory impairment as well as profitability ratios.  Inventory 
classifications are defined. Examples of journal entries involving inventory is shown along with 
financial statement presentation. The case asked for a series of questions to be answered as shown 
below. 
 A. Raw Materials: goods that are still waiting to be put into production, goods 
required to make tangible products, purchases, and materials that can be traced 
directly to an end product.  
 
Work-in-process: goods that have already been put into production, partially 
completed goods, manufacturing overhead, direct labor, and cost of raw material 
for unfinished units.  
 
Finished Goods: costs of completed goods that are unsold units at the end of a 
fiscal period. 
 
B. Inventories are recorded net of allowance for unmarketable or obsolete inventory. 
This allowance is based upon inventory levels, sales trends, and historical 
experience.  
 
C.  1. The allowance account for obsolete or unmarketable inventory would appear 
on the balance sheet.  
2. 
 
   2011         2012 
Beg. Bal.  $233,070   $211,734  
Ending Inv.       10,800             12,520  
Gross Inv.  $243,870   $224,254  
 
3.  The least amount of allowance for unmarketable or obsolete goods is attributed 
to Work-in-process. The most is attributable to Finished Goods.  
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D.     Obsolete Inventory Expense              13,348    
         Allowance for Obsolete Inventory  13,348 
              Allowance for Obsolete Inventory      11,628 
      Inventory      11,628  
E.    
Raw Materials 
 
Work in Process 
 
Finished Goods  
46,976  
 
1,286  
 
184,808  
 
578,009 
126,000 
 
126,000 
455,416 
 
  
 
  455,516 
 
 
  
582,083  
   
 
 582,083 
 
 13,348 
    
 
   
 
 585,897 
43,469   
 
619   
 
167,646   
   
 
   
 
   
 
  
Cost of Sales 
 
Accounts Payable 
13,348  
 
  39,012 
572,549  
 
  578,009 
 
 
 
571,645 
 
 
 
 
   
   
 
   
585,897 0 
 
  45,376 
   
 
   
 
 
a. $585,897 (Dr. Cost of Sales) 
b. $581,416 (Cr. Work in Process) 
c. $455,516 (Cr. Raw Materials) 
d. $578,009 (Cr. A/P) 
e. $571,645 (Dr. A/P) 
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F. Inventory turnover ratio 
2011         2012 
  
G. Inventory holding period: 
2011 
   
2012 
  
365 = 
  
365 
=  
2.29  159.39 
 
2.63 138.78 
 
The company has become more efficient in its inventory management as the period of 
holding has decreased. 
 
H.   Percent of obsolete finished goods: 
2011 
   
2012 
  
   13,348 
= 
  
  13,348 
= 
 
184,808 7.22% 
 
167,646 7.96% 
 
As an investor, I would like to know accounts receivable turnover, acid test ratio, and 
profit margin ratios.  
585,897 
= 
 
(233,070+211,734)/2 2.63 
575,226 
= 
 
(268,591+233,070)/2  2.29 
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Case 6: WorldCom, Inc.
39 
 
Executive Summary  
The purpose of this case was to distinguish between capitalized costs and expenses. 
A series of questions are answered that relate to WorldCom’s past method of aggressive 
accounting, capitalized costs versus expenses, and journal entries related to example. 
Depreciation is calculated for fractions of a year in one part of the answer. 
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A.  
1. SCON 6 defines an asset as an item held by a company that the company 
foresees to make a profit on. It goes on to describe an asset as having 3 
essential characteristics: probable future benefits that involve capacity, 
entity that limits other parties’ access to its benefits, and the transaction 
that gives right to the item being controlled.  An expense represents a cash 
flow that comes from the ongoing operations of the company. Expenses 
may be producing goods, rendering services, or carrying out other 
activities.  
2. Costs should be capitalized when the costs will produce material profits 
in the future. The costs should be expensed when it is not expected that 
the cost will yield material profits in the future. 
 
B. The balance sheet is unaffected by costs being capitalized. The income statement is 
affected by capitalizing costs when the depreciation expense is recorded. 
 
C. WorldCom reported a line cost of $14,739,000,000 for December 31, 2001. 
 Line Cost Expense 14,739,000,000 
  Cash   14,739,000,000 
 
Line costs appear to be the cost associated with accessing and transporting lines used for 
the communication services.  
 
D. The types of costs that were improperly capitalized by WorldCom are the “line costs”. 
The 3.1 billion in line costs should have been recorded as an operating expense. WorldCom 
amortized the 3.1 billion over 10 years rather than recording it as a cost of business for that 
quarter. Both of the prior transactions resulted in an overstated net income for 2001. The 
vague description of line costs provided in the case does not meet the definition of an asset. 
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E. Property, Plant, and Equipment   3,055,000,000 
 Line Cost Expense     3,055,000,000 
 
These costs appeared embedded in the PPE accounts of transmission equipment; 
communications equipment; furniture, fixtures, and others; and construction in progress. 
The improperly capitalized costs appear in the investing section of the cash flow. 
 
F.  Depreciation Expense 83,306,818 
 Accumulated Depreciation 83,306,818 
 
G.  
 
 
 
 
 
Yes, this difference in net income is material as the recorded net income or 2001 was 
$1,501,000,000 instead of its actual net loss of $(341,150,568).
Quarter  Dollar amount Depreciable Base 
Fraction 
of Year  
Deprecation Exp 
1 $771,000,000  $35,045,455  1     $35,045,455  
2 610,000,000 27,727,273 3/4 20,795,455 
3 743,000,000 33,772,727 1/2 16,886,364 
4 931,000,000 42,318,182 1/4 10,579,545 
Total:     $83,306,818  
Income Before Taxes, as reported $2,393,000,000  
  Add: Accumulated Depreciation 83,306,818 
  Less: Capitalized Line Costs (3,055,000,000) 
Loss before taxes, restated (578,693,182) 
Income Tax Benefit 202,542,614 
Minority Interest 35,000,000  
Net Loss, restated $(341,150,568) 
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Case 7: Business Line Restructuring 
43 
 
Executive Summary  
         This case includes a business considering relocating, which would require the 
termination of 120-125 employees. As a result of the termination, management is offering 
a one-time benefit of 10 weeks’ pay as well as two weeks’ pay to employees for being 
involuntarily terminated for reasons non-performance related. This case will show the 
proper way to account for the employee benefits as well as retraining and relocation costs.
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A. ASC 420-10-25-9 states “As indicated in paragraph 420-10-30-6, if employees are 
required to render service until they are terminated in order to receive the 
termination benefits and will be retained to render service beyond the minimum 
retention period, a liability for the termination benefits shall be measured initially 
at the communication date based on the fair value of the liability as of the 
termination date, and shall be recognized ratably over the future service period.”  
1. Receipt of the termination benefit from Targa is contingent 
upon the employees’ continued service through the date that 
production ceases and the facility is closed. As stated above, 
Targa should record the $2.5 million termination benefit 
over the period until the reduction ceases on January 31, 
20X2.  
ASC 420-15-3 states, “Termination benefits provided to current employees that 
are involuntarily terminated under the terms of a benefit arrangement that, in 
substance, is not an ongoing benefit arrangement or an individual deferred 
compensation contract.” 
2. Targa should recognize the liability of $500,000 for the two 
weeks’ severance for the involuntary termination at the 
communication date. 
ASC 420-10-50-1 states, “All of the following information shall be disclosed in 
notes to financial statements that include the period in which an exit or disposal 
activity is initiated and any subsequent period until the activity is completed: 
3. A description of the exit or disposal activity, including the 
facts and circumstances leading to the expected activity and 
the expected completion date 
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For each major type of cost associated with the activity (for example, one-time 
employee termination benefits, contract termination costs, and other associated 
costs), both of the following shall be disclosed: 
The total amount expected to be incurred in connection with the activity, the 
amount incurred in the period, and the cumulative amount incurred to date 
A reconciliation of the beginning and ending liability balances showing separately 
the changes during the period attributable to costs incurred and charged to expense, 
costs paid or otherwise settled, and any adjustments to the liability with an 
explanation of the reason(s) why. 
1. The line item(s) in the income statement or the statement of 
activities in which the costs in (b) are aggregated 
2. For each reportable segment, as defined in Subtopic 280-10, the 
total amount of costs expected to be incurred in connection with 
the activity, the amount incurred in the period, and the cumulative 
amount incurred to date, net of any adjustments to the liability with 
an explanation of the reason(s) why 
3. If a liability for a cost associated with the activity is not recognized 
because fair value cannot be reasonably estimated, that fact and the 
reasons why.” 
Targa should disclose the details of the termination plan including all of 
the stated above points to stay in accordance with GAAP.  
ASC 712-10-25-2 states “An employer that provides contractual termination 
benefits shall recognize a liability and a loss when it is probable that employees 
will be entitled to benefits and the amount can be reasonably estimated. The cost 
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of termination benefits recognized as a liability and a loss shall include the amount 
of any lump-sum payments and the present value of any expected future 
payments.”  
Targa should recognize the lump-sum benefit of $50,000 paid to the 
facility manager as a liability and a loss. 
 
B. ASC 420-10-25-14 states, “Other costs associated with an exit or disposal 
activity include, but are not limited to, costs to consolidate or close facilities 
and relocate employees.”   
Targa will associate the relocation costs with the disposal activity. Since 
the costs are associated with a disposal activity, the costs will be 
recognized in the period in which the liability is incurred.   
ASC 720-15-55-3 justifies that the costs of staff training is considered a startup 
cost, and thus should be expensed when incurred.  “The following costs that might 
be incurred in conjunction with start-up activities are subject to the provisions of 
this Subtopic:  
1. Training of local employees related to production, maintenance, 
computer systems, engineering, finance, and operations  
2. Recruiting, organization, and training related to establishing 
a    distribution network.” 
Targa should expense the $1.5 million cost of staff training as it is 
incurred. 
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ASC 420-10-25-15 states, “The liability shall not be recognized before it is 
incurred, even if the costs are incremental to other operating costs and will be 
incurred as a direct result of a plan. A liability for other costs associated with an 
exit or disposal activity shall be recognized in the period in which the liability is 
incurred.” 
Targa should record the costs for relocating when incurred, not before 
employees are actually relocated. The staff training cost will also be 
expensed when incurred. 
ASC 420-10-S99 states “Restructuring charges often do not relate to a separate 
component of the entity, and, as such, they would not qualify for presentation as 
losses on the disposal of a discontinued operation. Additionally, since the charges 
are not both unusual and infrequent FN15 they are not presented in the income 
statement as extraordinary items.” 
Targa should record the costs related to the irrevocable contracts as a 
component of income from continuing operations.
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Case 8: Merck & Co, Inc.- Shareholder’s Equity
49 
 
Executive Summary  
The purpose of this case is to interpret shareholder’s equity disclosures of Merck 
& CO., Inc. using financial statements. The analysis of the case shows information about 
common shares and treasury stock of Merck, as well as answer questions about share 
price, repurchasing of shares, and ratios. A journal entry is shown for common dividend 
activity, and a table is used to present the ratios.  
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A. Common shares 
1. Merck is authorized to issue 5,400,000,000 shares of common stock.  
2. Merck has 2,983,508,675 shares of common stock issued at December 31, 2007.  
3. 2,983,508,675 (.01 par value) = $29,835,087, which was rounded to 29.8 million 
on the balance sheet.  
4. Merck has 811,005,791 shares of stock held in treasury at December 31, 2007. 
5. Merck has 2,172,502,884 common shares outstanding at December 31, 2007. 
This is computed by subtracting treasury shares from shares issued.  
Treasury Shares 2,983,508,675 
Shares Issued  (811,005,791) 
 2,172,502,884 
 
6. Market capitalization= Shares issued X share price  
2,172,502,884($57.61) = $125,57,891,147 
B. Companies pay dividends on their common/ ordinary shares to reward stockholders for 
investing in the company. Investors are more willing to buy a company’s stock that has a 
historical increase in dividends, which shows that the company is profitable and healthy. 
A company’s share price generally increases when a dividend is paid.  
 
C. A company will repurchase their own shares when it believes that its stock may be 
undervalued. Companies will repurchase stock to provide tax-efficient distributions of 
excess cash to shareholders, to increase earnings per share, to provide stock for employee 
stock compensation contracts, to prevent takeovers, and to make a market in the stock. The 
repurchased stock is considered to be treasury stock once it is repurchased. 
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D. Common Dividend activity for 2007 is recorded in a single entry: 
Dividends Declared 3,310,700,000 
  Dividends Payable          3,400,000 
  Cash           3,307,300,000 
 
E. Repurchasing of common shares. 
1. Merck subtracts treasury stock at cost from stockholder’s equity on its balance 
sheet. Merck records treasury stock at cost on its balance sheet, which is the most 
common method to account for treasury stock. 
2. Merck repurchased 26,500,000 shares of treasury stock during 2007. 
3. Merck paid $1,429,700,000 in total to buy back its shares during 2007.  
($1,429,700,000/ 26,500,000) = $53.95 per share. This is shown on the statement 
of cash flows under financing activities.  
4. Merck does not disclose treasury stock as an asset because it is not an asset. 
Treasury stock is considered a contra-equity account because it is not appropriate 
to imply that a corporation can own part of itself.  
F.  Dividends per share = Dividends paid/ Shares outstanding 
    Dividend yield= dividends per share/ stock price  
    Dividend payout= Dividends paid/ Net income  
    Dividends to total assets= Dividends paid/ Total assets 
    Dividends to operating cash flows= Dividends paid/ Operating cash flows 
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A break in the table signifies that the numbers are no longer expressed in millions.  
 
 Merck ($) 
(in millions) 2007 2006 
Dividends Paid $3,307.30 3,322.60 
Shares Outstanding 2,172.50 2,167.79 
Net Income $3,275.40 4,433.80 
Total Assets $48,350.70 44,569.80 
Operating Cash Flows 6,999.20 6,765.20 
__________________________________________ 
Year-End Stock Price  $57.61  41.94 
Dividends Per Share $1.52  1.53 
Dividend Yield 2.63% 3.65 
Dividend Payout 1.01 0.75 
Dividends to Total Assets 0.068 0.075 
Dividends to Operating  
  Cash Flows 0.47 0.49 
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Case 9: Xilinx, Inc.-Stock Based Compensation 
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Executive Summary 
        This case evaluates how Xilinix uses employee stock options and restricted stock 
awards. The difference options and awards is explained, as well as many other general 
definitions. Xilinix’s accounting method is also explained. Lastly, a summary of a Wall 
Street Journal article is shown in the last section of this case.
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A. Employee stock options offer an employee the right to buy a certain amount of the 
company shares at a predetermined price for a specific period of time.  After issue, 
stock options can be exercised above the price for which they were issued. The 
company maintains an experienced employee while the employee profits from the 
selling of the stock options. Stock options align incentives between the shareholders of 
a company and its employees. Rewarding employees as the stock increases in price 
guarantees that everyone has the same goals in mind- company success.  
 
B. For a restricted stock unit, the employee receives the stock according to a vesting plan 
and distribution schedule after achieving required performance milestones or for 
remaining at the company for a certain number of years. A company would offer 
restricted stock units and stock options to meet an employee’s preferred risks. An 
employee would be given a stock option if they had more risk. A company may issue 
a restricted stock unit in an effort to keep an employee with the company for an 
extended amount of time.  
 
C. Grant date- the dates on which incentive stock options are received by the employees.  
Exercise Price- the price at which incentive stock options can be purchased or sold.  
Vesting Period- the period over which an employee must wait in order to be able to 
exercise employee stock options. 
Expiration date- the date on which the offer to buy stock options is no longer available. 
Once this date passes, employees may no longer purchase the stock options.  
Options/RSU granted- the issuance of stock options, or restricted stock units, under a 
stock plan.  
Options exercised- the purchasing of stock options; the holder decides to buy or sell 
the option rather than allow the contract to expire.  
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Options/RSU forfeited- options/ restricted stock units that are relinquished by the 
employee prior to exercising. 
 
D. At Xilinx, employees that qualify have the ability to acquire a two-year right to 
purchase common stock issued at the end of each six-month exercise period. 
Employees are not permitted to purchase stock in excess of 15 percent of annual 
income up to $21,000. About 78 percent of Xilinx’s qualified employees participate in 
the employee stock purchase plan. The common stock is offered at a cost that is 85 
percent lower than the fair value at the beginning of the two-year period of offering or 
at the end of each six-month period. The purchasing of stock by employees totaled 4.8 
million shares since 2011. The next purchasing date is the second quarter in the fiscal 
year of 2014.  This plan is different than ESO and RSU plans because employees are 
guaranteed a discounted price, thus allowing them to make an assured profit. 
 
E. Xilinx uses a 52-53 week fiscal year that ends on the Saturday nearest March 31 of the 
current year.  
The company prepares its financial statements in conformity with GAAP. Assumptions 
are made on a variety of accounts, as well as estimates.  
 
Reclassifications were made to consolidate amounts from the prior year consolidated 
statements of income and cash flows to conform to the current year presentation. 
 
Cash equivalents contain highly liquid investments with maturities that are three 
months or less from the date of purchase. Cash equivalents are made up of a variety of 
securities that are held by the company. The company had $28.7 million of long-term 
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investments on March 30, 2013. Xilinx uses various banks with high quality ratings to 
hold its cash. Equity investments are considered as long-term investments, and thus are 
not intended to fund current operations. 
 
The company’s investment portfolio is consistent with its policy to maintain liquidity. 
The U.S. dollar is used as the functional currency for the Ireland and Singapore 
subsidiaries. Assets and liabilities are converted into U.S. dollars at month end, using 
the exchange rates at the end of the month. Exchange gains or losses are included as a 
component of accumulated other comprehensive income in stockholder’s equity.  
 
Xilinx enters into financial arrangements in order to reduce financial risk. Derivative 
financial instruments are used to hedge fair values of assets and liabilities. Derivative 
financial instruments are not entered into for trading or speculative reasons.  
 
Research and development costs are expensed when incurred.  
  
Stock that will be exercised on the grant date is recorded as compensation expense over 
the period for which the employee is required to perform service. Xilinx records the 
compensation expense for unvested stock. Cash flows from excess tax benefits are part 
of financing activities. These benefits are realized from tax deductions. The company’s 
stock option plan is a compensatory plan. 
 
The straight-line method is used to recognize stock-based compensation costs.  
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F.  
1. Xilinx reports $77,862 (thousands) as the total expense for stock-based 
compensation in 2013. 
 
2. Xilinx divides the total expense for stock-based compensation between Cost of 
Goods Sold, Research and Development Expense, and Sales and Administrative 
Expenses.  
 
3.  Xilinx adds the $77,862 back because it is a result of non-operating activities. It 
is added to the Stock-based compensation account under the operating activities 
section.  
 
4.  Income tax expense is recognized when the journal entry for deferred tax asset is 
reversed. $22,137 is credited to deferred tax asset because compensation expense 
cannot be deducted until options are exercised in the future.  
5. Cost of Goods Sold        6,356 
       Research and Development Exp.   37,937 
       Sales and Administrative Exp.        33,569 
   APIC-Stock Options      77,862 
 
 Deferred Tax Asset                            22,137 
  Income Tax Payable       22,137  
 
6. Employee stock options are becoming less popular while companies are beginning 
to move towards restricted stock awards.  This has been accelerated by shareholder 
demands and changes in the tax law. The move towards restricted stock is due to 
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it being a simpler form of compensation. Prior to 2008, companies favored stock 
options, but changes in tax laws no longer allowed the companies to expense 
options. Employees will have different preferences based on how averse they are 
to risk. If an employee does not like risk, he/ she will choose restricted stock 
awards. Those that are more accepting of risk will choose stock options.  
 
The trends of stock options and restricted stock awards are consistent with the 
article. RSU’s increase in the amount granted each year while the amount of 
options granted each year declines. This is supported by, “..(Options) are almost 
disappearing as companies move toward restricted stock awards.”
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Case 10: Revenue Recognition
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Executive Summary  
         This case outlines the five steps to the revenue cycle. Four different scenarios 
involving college students and a local business were evaluated. The case provides a 
description of each step of the revenue cycle for each scenario. 
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A. Step 1: The contract is between the college student and Bier Haus for a cup of 
beer provided by Bier Haus in exchange for $5 from the college student.  
Step 2: The performance obligation for Bier Haus is to provide the cup of beer.  
Step 3: The transaction price is $5. 
Step 4: The transaction price allocated to the performance obligation is $5.  
Step 5: Revenue is recognized when Bier Haus satisfies the performance 
obligation, which is today, when the customer receives the beer from Bier Haus.  
Cash 5 
      Sales Revenue- Beer 5 
B. Step 1: The contract is between the college student and Bier Haus for an Ole Mis 
thermal beer mug and a cup of beer in exchange for $7. 
Step 2: The performance obligation for Bier Haus is to provide the Ole Miss 
thermal Mug and to fill it with beer. Bier Haus also will refill the beer mug at 
later dates.  
Step 3: The transaction price is $7 for the beer mug and the first filling. 
Step 4: The transaction price allocated to the performance obligation for the beer 
mug is $2.62 and the transaction price allocated to the beer is $4.38. 
Step 5: Revenue is recognized today, which is when the customer receives the 
beer and the beer mug. 
Cash 7 
      Sales Revenue- Beer 4.38 (5/8 X 7) 
      Sales Revenue- Mug 2.62 (3/8 X 7) 
 
C. Step 1: The contract is between the college student and Bier Haus in exchange 
for a refill of beer in the thermal mug and for the pretzel coupon for $7. 
Step 2: The performance obligation for Bier Haus is to refill the thermal mug 
with beer and to provide the pretzels at a later date in exchange for the coupon.  
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Step 3: The transaction price is $7 for the refill of beer and the pretzel coupon.  
Step 4: The transaction price allocated to the refill of the thermal mug is $4.12 
and $2.88 for the pretzels. 
Step 5: Revenue for the refill of beer is recognized on the day tat the mug is 
refilled, and the sales coupon is recognized as deferred revenue. 
Cash 7 
      Sales Revenue-Beer                     4.12 
      Deferred Sales Revenue-Coupon 2.88 
 
Cash is collected on the date of sale for the coupon, but the recognition of 
revenue is deferred to a future date when the coupon is redeemed.  
 
D. Step 1: The contract is between the college student and Bier Haus to fulfill the 
coupon for the pretzels. 
Step 2: The performance obligation is for Bier Haus to provide the pretzels in 
exchange for the coupons. 
Step 3: The transaction price is the retirement of the price of the coupon. 
Step 4: There is no standalone price for his transaction. 
Step 5: The collection of cash was recorded on the day of the initial sale, 
but the revenue was deferred until the coupon was redeemed, which is 
today. 
Deferred Revenue 2.88 
      Revenue- Pretzel Sales 2.88
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Case 11: Zagg Inc.- Deferred Income Taxes
65 
 
Executive Summary 
This case introduces deferred tax assets and deferred tax liabilities. Temporary and 
permanent tax differences are defied and compared. Explanations for tax allowances and 
deferred income tax assets are represented. 
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A. Book income is the income before taxes that a company receives by 
subtracting expenses from revenue in accordance with GAAP. This is 
the income amount reported on the income statement. Book income 
will differ from taxable income. The number that corresponds for book 
income for 2012 is $23,898. Taxable income is computed by 
subtracting exemptions and deductions from a company’s gross 
income and are determined according to IRS code. 
 
B. Permanent Tax Differences- Differences in book income and taxable 
income that do not change in regards to financial and tax reporting. A 
deferred tax will not be created as a result of this difference. An 
example of a permanent difference would be interest received on state 
and municipal obligations. 
1. Temporary Tax Differences- Differences in book income and 
taxable income that are due to revenue or expense that are 
recognized in one period for taxes, but in a different period for 
the books. This causes a difference in timing for the taxable and 
book income, which causes a deferred tax asset. An example of 
a temporary difference would be an investment being 
accounted for under the equity method for financial reporting 
and a portion or related gross profit deferred for tax purposes. 
2. Statutory Tax Rate- The tax rate that is imposed by the law. 
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3. Effective Tax Rate- The average rate at which a person or institution 
is taxed. This rate is calculated by dividing tax expense by taxable 
income.  
C. A company reports deferred income tax as part of their total income tax 
expense to provide financial statement users with a more accurate 
overall understanding of the firm’s expenses. If deferred income tax 
expenses were not included, a user may be misled into thinking that the 
firm was more profitable that it actually was 
 
D. Deferred income tax assets represent the increase in taxes refundable 
in future years as a result of deductible temporary differences existing 
at the end of the current year. An example that would give rise to this 
on the balance sheet is a deferred tax asset that is the result of pending 
litigation. Deferred income tax liabilities represent the increase in taxes 
payable in future years as a result of taxable temporary differences 
existing at the end of the current year. An example that would give rise 
to this on the balance sheet current depreciation expense. 
 
E. A deferred income tax valuation allowance is created for a deferred tax 
asset when there is more than a 50% chance that the company will not 
realize some portion of the asset.  This is used to reduce a deferred tax 
asset. 
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F. 1.  
 
 
2.  
 
 
3. ETR= Tax Expense/ Pretax Income 
 =9,393/ 23,898 
 =39.3% 
 
4. Why does a financial statement user care about this breakup? A financial 
statement user cares about this breakup because the current portion will be 
the amount paid during the period.  
 Current= $6,912 
                  Noncurrent= $6,596 
Income Tax Expense 9,393  
Net Deferred Tax Asset 8,293  
      Income Tax Payable  17,686 
Income Tax Expense 9,393  
Deferred Tax Asset 8,002  
Deferred Tax Liability 291  
      Income Tax Payable  17,686 
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Case 12: Build-A-Bear Workshop, Inc.-Leases 
 
 
 
  
 70 
Executive Summary 
 
           The purpose of this case was to understand the incentives of leases versus 
purchasing equipment. I explain why a company may want to lease an asset rather 
than purchase as well as introduce a variety of leases. Journal entries relating to 
operating leases, capital leases are shown and a present value table is included. 
Several ratios are computed for Build-A-Bear and are explained.   
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A.  Why do companies lease assets rather than buy them? 
1. Leasing assets allows businesses to use them in carrying out production or service 
without having to expel a large amount of cash at once. A tax benefit is created 
when an item is leased. An entire lease payment can be expensed. Leasing offers 
the company more flexibility- it can return the piece of machinery if it is no longer 
in use. With leasing, the capital not spent by a bulk purchase can be used in other 
profitable ways. 
B. What is an operating lease? What is a capital lease? What is a direct financing lease?  
1. Operating Lease: A contract that allows for a company to use an asset without 
transferring ownership of the asset. 
2. Capital Lease: A contract that entitles the company renting a machine to add assets 
and liabilities associated with the lease if the rental contract meets specific 
requirements. This is considered as a purchase of an asset and is thus recorded on 
a company’s balance sheet.  
3. Direct Financing Lease: A contract in which the lessor removes the leased asset 
from its books and replaces it with a receivable from the lessee.  
C. Why do accountants distinguish between different types of leases? 
1. Accountants distinguish between different types of leases because leases are not 
accounted for in the same way. For example, capital and direct financing leases 
call for different accounting 
D. Lease term is 5 years; Lease payments of $100,000 are due the last day of  each year; title 
to the location does not transfer to Build-A-Bear; expected useful life of the location is 25 
years; and the fair value of the location is $1,500,000. 
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1.  This is an operating lease. The leasing of the location to Build-A-Bear is 
classified as an operating lease because title to the location is not transferred 
upon termination of the lease.  
 
 
2.  
3. Year 1  
Rent Expense 100,000  
      Deferred Rent 100,000 
 
 Year 2  
 
 
Year 3  
 
 
Year 4  
 
Year 5  
 
 
E. Consider Build-A-Bear Workshop’s operating lease payments and the information in 
Note 10, Commitments and Contingencies. Further information about their operating 
leases is reported in Note 1, Description of Business and Basis of Preparation (k) 
Deferred Rent. 
Rent Expense 100,000  
      Cash   100,000 
Rent Expense 100,000  
Deferred Rent 25,000  
      Cash   125,000 
Rent Expense 100,000  
      Cash   100,000 
Rent Expense 100,000  
      Cash   100,000 
Rent Expense 100,000  
      Cash   100,000 
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1. What was the amount of rent expense on operating leases in fiscal 2009? $46.8 
million 
2. Where did that expense appear on the company’s income statement? This 
number comes from two places: Contingent Rents $.9 million, and Total Office 
and Retail Store Base Rent Expense $45.9 million.  
F. Assume that all lease payments are made on the final day of each fiscal year. Also 
assume that payments made subsequent to 2014 are made evenly over three years. 
1. Calculate the present value of the future minimum lease payments at January 2, 
2010. Assume implicit interest rate is 7%. 
Periods Payments PVF PV of PMT 
1 $50,651  0.9346 $47,337  
2 47,107 0.8734 41,145 
3 42,345 0.8163 34,566 
4 35,469 0.7629 27,059 
5 31,319 0.713 22,330 
6 25,229 0.6663 16,811 
7 25,229 0.6227 15,711 
8 25,228 0.5820 14,683 
  Total $219,642  
 
2. What journal entry would the company have recorded if the leases were 
considered capital leases? 
  
3. Omit 
4. Omit  
5. What journal entries would the company record in fiscal year 2010 for the 
leases, if they were considered capital leases? 
 
Property and Equipment 219,463  
      Lease Obligation  219,463 
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G. Under Current U.S. GAAP, what incentives does Build-A-Bear Workshop, Inc.’s 
management have to structure its leases as operating leases? 
1. There are tax advantages for using operating leases because it decreases the 
amount of reported debt. A higher income early in the life of the lease is a result 
and there is a decrease in the amount of total assets. 
H. If Build-A-Bear had capitalized their operating leases as the FASB and IASB propose, key 
financial ratios would have been affected. 
1. Compute the potential impact on the current ratio, debt-to-equity, and long-term 
debt-to-assets ratio. Is it true that the decision to capitalize leases will always 
yield weaker liquidity and solvency ratios? 
  
 
  
  
It is not true that capitalizing leases will always yield weaker liquidity and solvency ratios. The 
capitalization of the leases leads to a higher debt to equity ratio and a higher long-term debt to 
assets ratio, which indicates higher leverage. The additional liabilities lead to an increased current 
ratio as well.  
 
Lease Obligation 35,276  
Interest Expense 15,375  
      Cash  50,651 
   
Depreciation Expense 27,455  
      Accum. Depreciation   27,455 
 (219,643/8) 
 Uncapitalized Capitalized 
Current Ratio 1.66 1.68 
Debt-to-equity 0.73 1.84 
Long term debt- 
to assets 0.13 0.47 
